— = 


/~_— —=_— oo e_ we 





©cis 24351 |  ~ LIBRARY gg 
VotuME VII ¥ senate May 
i Récone 1946 


No. 5 J 
JUN 2.8 1946 


THE TAX EW 

















Da 
Copyright, 1946, by Tax Foundation, New York, N. Y. 

‘3 subject of capital gains is one of the most contro- over a considerable period. With respect to the depreciable 

versial in the whole field of income taxation. A capital assets, the result of depreciation accounting is provision for 
gain is the amount of increase in the value of a capital asset the recovery of a substantial part, if not the whole, of the 
over its cost or other basis of valuation in the hands of the investment in the asset during its useful life. 
seller. There must be a realization of the gain through sale This leaves us involved, so far as concerns the legal con- 
or conversion before the question of tax liability will be cept of capital assets and the gains or losses to be realized 
raised. Corresponding to the capital gain is the capital loss, therefrom, chiefly with those investments which are indica- 
which is realized when the asset is sold or exchanged at a tive of the ownership of some sort of right or tite to earn- 
figure below its cost. ings and equities, as against the operating property that is 

Two major issues of theory and policy may be identified. used in the production of goods and the earning of income. 
The first and more important one is whether or not a While corporations own such investments and are subject 
capital gain is income. The second acquires significance to an accounting for capital gain or loss through sale, 
only if it be determined that capital gains are income. In exchange or other disposition of them, the bulk of the 
that event, the question arises as to how this form of in- investments which are classified as capital assets is owned 
come should be taxed. The alternatives are, 1) to employ by individuals. It would be an over-simplification to say 
some sort of differential tax such as has been applied by that the principal issue in the definition and treatment of 
the federal law since 1921; or 2) to require the inclusion capital gains and losses arises from the ownership of securi- 
of net capital gains, that is the gains minus the losses, with ties by individuals. Nevertheless, this aspect of the problem 
other income for taxation at ordinary income tax rates. overshadows all others. 

The first point to be noted is that the term “‘capital asset” The first question that must be dealt with is whether or 
has been given a limited scope by the tax law. A capital not the gain realized from a sale or conversion of a capital 
asset is not just any asset which may be set up in the bal- asset is income. The enumeration of the forms of income in 
ance sheet as a part of the capital. The tax law excludes all of the income tax acts since 1913 has contained the 
from the category of capital assets two major groups of words—'‘gains or profits from sales or dealings in prop- 
assets. One group consists of the property which is ac- erty”. Because of this language in the law, the Supreme 
counted for by inventory methods, such as stock in trade, Court formulated the following definition of income in 
raw materials, goods in process, and finished products Eisner v. Macomber:+ 
awaiting shipment. The other group includes those forms Income may be defined as a gain derived from 
of property subject to depreciation, such as machinery, capital, from labor, or from both combined, pro- 
buildings, and other wasting assets, the cost of which is vided it be understood to include profit gained 
recoverable under depreciation accounting. through sale or conversion of capital assets. 

These rules narrow the field of the so-called capital This definition of income does not constitute proof, 
assets. They remove a large part of the assets of the or- based upon careful economic analysis, that a capital gain 
dinary business concern from the area of controversy. The is income. The proviso was thrown in because it was in the 
gains and losses incurred in buying and selling the capital law. Had the law lacked all reference to gains from sales 
goods in the excluded categories are considered to be ordi- or dealings in property, it is reasonable to assume that the 
nary business gains or losses. As such, the losses are off- court’s definition might have lacked the proviso. In con- 
set in full against the gains and only the net gains are trast with the above definition of income is the following, 
carried into income. Moreover, the market transactions in written by an English judge in construing the English in- 
which inventories are involved are ordinarily short-term come tax which emphasizes, for tax purposes, a concept of 
operations that go on continuously and that do not give 
rise to serious questions regarding an accretion of value 1252 U. S. 189. 
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income quite different from that found in the federal law:? 
“, . . am accretion to capital does not become 
income merely because the original capital was 
invested in the hope and expectation that it would 
rise in value; if it does so rise, its realization 
does not make it income.” 

In an economic sense, there is no difference between 
income in England and income in the United States. Geog- 
raphy does not alter fundamental economic facts. Local 
conditions may, and often do lead to quite different legis- 
lative policies based on the same facts. The differences 
between the statutory determination of what shall be in- 
cluded in taxable income in the two countries indicate the 
effects of the local ideas, institutional factors, and national 
purposes. In neither case can it be said that there has been 
a serious effort to decide what income is, and what is the 
proper relation between income and capital value. 

This relation is one of cause and effect. Income is the 
cause and capital value is the effect or result. For example, 
a corporation owns and uses plant, machinery, and materials 
in its appropriate producing operations, but this equipment 
is excluded, for the most part, from the category of capital 
assets by definition. The corporation’s securities are capital 
assets in the hands of the owners thereof. If the business 
operations of the corporation result in a profit, the securities 
have a value. If there is no present or future prospect of 
earnings, the securities are worthless except for such sal- 
vage value as may be realized from disposition of the 
physical equipment. Normally, a business corporation is 
expected to produce earnings more or less regularly in 
future. A share of its stock has value because it represents 
an equitable interest in these earnings, whether they are 
distributed as dividends or are retained as surplus. Tech- 
nically, the amount of value which the share of stock has 
is the present worth of the expected series of future income 
installments that the holder may receive, or that may be 
accumulated for his beneficial interest as surplus. Put in 
another way, the capital value of the share of stock is the 
capitalized value of its proportionate part of the company’s 
income. This is the only way by which so intangible a thing 
as a share of stock can acquire value. 

Various influences may operate to change the value of a 
capital asset. Among the more important of these influ- 
ences are the following: 1) a change in the absolute 
amount of production, such as the creation and sale of more 
units of product with corresponding increase of earnings 
per share; 2) a change in the price level, which causes 
differences in the dollar amounts received from the sale of 
the products; 3) a change in the rate used in capitalizing 
the income installments. 

It follows, therefore, that the value of the capital asset 
may change because of variations in earning prospects; or 
it may change because of price variations, even though 
there be no difference in physical output of goods and serv- 
ices; or it may change, regardless of any of the above varia- 
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tions, because of fluctuations in interest rates. In short, the 
capital value, or the value of the capital asset, is no more 
than a reflection of the true income. This capital value is 
the image in the mirror. It may be magnified by price in- 
creases or by a decline in the capitalization rate; or it may 
be reduced to less than life-size by changes of prices or the 
interest rate in the respective contrary directions. It is mis- 
taking the image for the reality to regard the changes that 
occur in the reflected and derived value of the capital asset 
as being, in any sense, income. There should be no con- 
fusion as to the difference between income and capital 
value. The latter is never income. Its changes merely re- 
flect, they do not produce or create, changes in income. In 
Eisner v. Macomber, it was said:* 

“mere enrichment through increase in value of 

capital investment is not income in any proper 

meaning of the term.” 

This is clearly the case. It bears out what has been de- 
veloped above with respect to the nature of, and the rela- 
tion between, true income and its capitalized value. On the 
basis of the logic set out here, which indicates that an in- 
crease of capital value resulting from one or more of the 
influences that may be operative as income is capitalized, 
is not income, the question arises as to why the net amount 
of this rise should be regarded as income when the holder 
of the capital asset sells or converts it into some other form. 

The Supreme Court has replied as follows:* 

In determining the definition of the word “in- 
come” thus arrived at, this court has consistently 
refused to enter into the refinements of lexicog- 
raphers or economists and has approved, in the 
definitions quoted, what it believed to be the 
commonly understood meaning of the term which 
must have been in the minds of the people when 
they adopted the Sixteenth Amendment to the 
Constitution. 

This sounds like the acceptance of hearsay evidence, for 
there was no documented recording of what was in the 
minds of the people when the income tax amendment was 
ratified.5 Since the ratification was by state legislatures, the 
popular mind was probably a total blank on this subject. We 
do know from the records that in New York there was con- 
cern over the dangers of runaway progressive taxation and 
that the word went out to the members to vote for the 
amendment only upon assurance from Washington that 
such could never happen. The Supreme Court has never 
explored this topic, although it was perhaps more prominent 
in such popular thinking about the income tax as occurred 
around 1913 than the meaning of income. 

The above explanation means that the coun nas sought 
to define income as the man in the street would define it. 
In the popular thinking, conditioned by the fact that from 





$952 U..S., 189, at 214, 215. 

4 Merchants Loan and Trust Co. v. Smietanka, 255 U. S. 509, at 519. 

5 There is something about the Court’s language quoted above that brings 
to mind the one thing. that Mr. Dooley was sure about in his famous dis- 
cussion of a supreme court decision. It was that no matter whether the 
constitution follows the flag or not, the Supreme Court follows the election 
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early colonial times the people have been extraordinarily 
speculation-conscious, the sale of a capital asset for more 
than was paid for it results in income. That which is sold 
in the case of a corporation stock, for example, is the capi- 
talized value, or the present worth, of the claim or right 
to certain future installments of income. If the stock has 
risen in value during the period of ownership, the rise has 
merely registered the improvement in the prospects of re- 
ceiving income in the future. 

The owner is no richer after the sale than before. His 
wealth exists in a different form. Both the Supreme Court 
and the man in the street believe that the act of converting 
his wealth into another form has, in some mysterious way, 
caused income to appear out of the void, so to speak, since 
there is no contention that the income existed prior to the 
sale. 

The recognition of a realized capital gain as income im- 
plies that the gain is in some way severable, that it can be 
diverted to consumption or in payment of tax, without im- 
pairing the wealth of the owner. The man in the street 
would certainly consider that such a gain is severable and 
spendable without adverse effects. This belief underlies 
the conception that a capital gain is income. It is, however, 
without foundation. 

A simple illustration may make the point clearer. Sup- 
pose that back in the 1920’s an investor bought enough 
shares of stock to secure an annual dividend of $1,000. 
The long-term interest rate then was around 4 per cent, and 
if the annual dividend had been capitalized at this rate, an 
investment of $25,000 would have been involved. Suppose 
further, that the corporation grew and prospered and that 
in due course the share of the corporate income distribu- 
tions to which this investor would be entitled by reason of 
his stock holding rose to $5,000 a year. Assuming no 
change in the capitalization rate, his stock would then be 
valued at $125,000 provided there were good prospects of 
continuing to receive income at the rate of $5,000 annually. 
However, if it be assumed that the capitalization rate had 
declined along with the drop of long-term interest rates to, 
say, 2 per cent, then his stock would be valued at some- 
thing like $250,000. In the one case his capital gain would 
be $100,000, and in the other it would be $225,000. The 
Supreme Court, the Treasury, and the man in the street 
would be in agreement that income had been realized 
through sale of the stock. 

But what, exactly, did the investor sell and what did he 
gain thereby? Actually he sold his stock certificates, but 
essentially, he sold his rights to an annual income of $5,000 
from the corporation, together with his right to vote in 
stockholder meetings and to participate in net asset realiza- 
tion upon liquidation. Since prosperous corporations do not 
ordinarily contemplate early liquidation, the value of the 
liquidating right would be negligible. The important fact 
is that our investor has parted with his rights to a certain 
income. He has received in exchange the present worth of 
the series of future income installments, to which he, as a 
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shareholder, would have been entitled had he retained own- 
ership of the stock. 

There is one way of looking at the transaction which 
could lead to the conclusion that the proceeds of the sale 
constituted income. This view stems from the fact that the 
sale value of the stock represented the present worth of the 
expected future income. Instead of holding and receiving 
the income throughout an indefinite future, he has bundled 
up the future income installments into a lump sum, i.e., the 
amount received for the shares. He therefore has in hand 
the actuarial equivalent of the future income as a result of 
the sale. This idea is much too esoteric, however, to be the 
basis of curbstone thinking about the nature of income. 

On this basis, the entire proceeds of the sale would be 
income, for the amount realized was the capitalized value 
of the current and prospective dividend of $5,000, and 
not the value of the present dividend less the $1,000 which 
he received in the early days of his investment. Also, since 
the transaction is a present summation of future expected 
income payments, the proper method of taxing such income 
would be to require the inclusion of a portion of it in each 
subsequent year’s tax return until the whole had been 
reported. At a capitalization rate of 4 per cent, this period 
would be 25 years, and at a rate of 2 per cent, the period 
would be fifty years. To include the total realized for taxa- 
tion at progressive rates in the year of realization would 
be a gross discrimination against this method of gaining 
income. 

The present method of taxing long-term capital gains 
represents a rule of thumb compromise with the proper 
procedure (assuming that the capital gain is income), 
although it is justified on the ground of a gradual growth 
of the capital value in the past rather than on the ground 
that this value is a summary in anticipation of expected 
future income payments. To avoid the numerous complica- 
tions involved in spreading the total over a period, whether 
into the past or into the future, a certain percentage of the 
total gain is taken in lieu of more precise adjustments. 

But there is also a way of looking at the transaction 
which leads to the conclusion that the gain, as such, is not 
income. We start, as before, with the fact that the capital 
value is the reflection of the succession of future income 

payments to be expected. These payments have attained 
the level of $5,000 a year, at which they are presumed to 
continue. At a capitalization rate of 4 per cent the mirror 
of capital value reflects a value image of the magnitude of 
$125,000. The solid reality is the annual income return of 
$5,000. So far as investment principles are concerned, the 
$125,000 as a capital sum is significant only in that it rep- 
resents access to and command over an annual income of 
$5,000. If we assume that the investor's primary desire and 
purpose is to assure for himself a continuance of such an 
income, then it follows that he must safeguard and reinvest 
the entire proceeds realized from the sale of his stock. To 
spend any part thereof, or to pay out any part of it as a tax, 
would impair his capacity to obtain an income equal to that 
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which he received before the sale. In other words, the pro- 
ceeds of the sale is his capital fund which is applied, 
through reinvestment, to obtain income. The appreciation 
of his capital from $25,000 to $125,000 was not income, 
nor did it produce or create income in the process of 
growth. It was the result of the growth of the true in- 
come which was the annual payment made to him by the 
corporation. 

Instead of reinvesting, our investor could decide to hold 
his $125,000 in cash and spend any or all of it for con- 
sumption purposes during the remainder of his expected 
life. In such a case he would be treating it as income, and 
we would have no option but to agree with him. A moral 
from this is that the intention of the investor who possesses 
a capital fund is important in determining how it shall be 
tegarded. This would be true whether the fund had been 
accumulated from past earnings, or had been a gift or 
bequest, or had grown through an advance of market prices. 
Dr. Roy Blough has recently commented on capital gains in 
words which suggest that the intention of the recipient may 
be significant as to their classification as accretions to capital 
or income. He said, in part:® 

There are so many different ways of looking at 
them (i.e. capital gains) which affect the attit:ides 
toward their taxation. Thus, one person watching 
the rise and fall of security values may conclude 
that capital gains are not income at all but accre- 
tions to capital and that as such they should not 
be taxed. Another person, observing the fur 
coats, jewelry, entertainment, trips to Florida, 
and other expenditures being financed from 
capital gains will be convinced that capital gains 
are certainly income, at least in the minds of the 
people who receive them. 

The owner's intention is not, however, a wholly feasible 
basis for administering a tax. The practical question then 
arises—is it better policy to assume that all who realize 
capital gains intend to regard the proceeds as capital, or to 
assume that all intend to regard the proceeds as available, 
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in part or in whole, as spendable income. There should be 
no tax under the first assumption, and there should be one 
under the second. 

In this writer's opinion the first assumption is more 
realistic, and hence more advantageous as a long-run 
policy. It is true that the casual or occasional trader is 
likely to regard a profit on a lucky deal in the market as a 
clear gain which can be spent for any consumption pur- 
pose without impairing his economic position. This group 
is of small importance and its gains and losses could well 
be ignored, even under present law, so far as the revenue 
is concerned. By and large casual trading operations are 
disregarded in England. It is extremely doubtful, however, 
if any of those whose holdings run to substantial amounts 
are so frivolous as to be indifferent to the investment im- 
plications of their possessions. They would ordinarily plan 
to offset every sale fairly promptly by an investment else- 
where. Their objective is the maintenance of their income 
flow, the true economic income, and they would look upon 
their capital funds as the means of acquiring and main- 
taining command over true income. 

If this assumption as to the prevalent attitude of in- 
vestors toward their funds be correct, it follows that they 
do not look upon an appreciation of capital as income. In 
shaping policy it would be appropriate to take into account 
the views of those who, out of their own experience, are 
expert in such matters rather than the views of those who 
have no such experience, like the man in the street. Legal 
recognition of the fact that investors generally do not re- 
gard capital appreciation as income would remove a serious 
restriction from the capital markets, and thereby contribute 
greatly, both to the investment flow and to the most com- 
petent direction and use of the capital funds. Even the tax 
revenue would not suffer in the long run, for the removal 
of the barrier now imposed by the taxation of capital gains 
as income would very likely lead to a greater annual flow 
of true income. 

Harvey L. Lutz 
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